Local Services

Less than 3 month after the passage
of the Telecommunicauons Act of 1996, we filed with s@te regulators
in 31l 50 states 1o provide local service and entered negotiauons with
local phone companies. By February 1997, we engaged in 57 arbitradon
hearings with the RBOCs, GTE and SNET: areas where final decisions had
been made represented more than 118 million access lines ~ 80.7 percent
of the total lines in the country — representing another step toward bring-
ing customers choice in local service.

LT { We have reached agreements with
altemauve access providers covering more than 70 cities. We will insall
high-capacity, fiber-optic transmission facilities and three switching centers
to enhance our ability to offer Chicago-area customers a full range of ser-
vices beginning later this year.

Online Services

O ‘;’Aspar:ofitseﬂ'orrstohelpbusi-
nesses hammess the economic power of the internet, AT&T offered a
27-city, six-month tour of the United States to showcase its electronic
commerce products and services. We've brought the advanages of our
AT&T WorldNet Managed Internet Service ~ which provides businesses
with access to the Internet over dedicated, high-speed connections - to
businesses in Asia and Europe.

s RS i

s ramze. 3 A study on the state of electronic
commerce in America that AT&T commissioned by the independent
research firm Odyssey shows that nearly half the American population —
135 million people ~ expects to increase use of online services over the
next five years for geing information about products and services.

AT&T Solutions® Services

ST T 00 The $1.! billion, 10-year contrac
awarded to AT&T Solutions by Textron, Inc., was one of the largest single-
source outsourcing agreements to date. An agreement with United
HealthCare Corp. for professional and networking services managed by
ATA&T Solutions is the fargest of its kind in the heaalth are indusox AT&T
Solutions will provide Halla Information Systems Corp. with consultng and
systems integration services for the Hafa business group in Korea.

AT&T Solutions’ new state-of-the-art

Global Client Support Center in Durham, N.C, offers unique network
management capabilities around-the-clock for a full suite of dients’ net-

working needs - from multi-vendor voice and data environments to desk-

tops, servers, and local- and wide-area networks. After the first full year
of operation, our professionals now serve more than 100 of the worid’s
largest muttinational companies and are positioned in some 30 locations
around che world.

AT&T Universaj Card Services

A= TS0 (1996, ATAT Universal Card
Services launched Universal Rewards, which allows cardmembers
eamn points redeemable for valuable products and services.

ST I ATAT Universal Card Services
(UCS) is leading AT&T ineo the exciting new worid of electronic pay-
menas. Using its expertise in payment transactions, UCS is looking
at the best new ways for consumers to make online payments using
“smart” cards and other methods — a key component of the quickly
growing area of electronic commerce.

International Services

i AT&T began ofiering usiness
and consumer services in the United Kingdom in 1996, maring the
first time we've set up shop in direct competition with an esuablished
local provider outside the US.; before the year was out. we were
handling more than 50 million minutes of service per month. in addi-
tion, AT&T and its partners are working to create the No. 2 phone
company in Germany — the largest communications market in conunen-
tal Europe — through the Mannesmann Arcor alliance.

AL Gl ATAT is committed o being the first
choice of multinational companies as they expand into different regions
of the world. We seek to give travelers access to AT&T's network and
billing around the giobe. YVe will ake advantage of the evolution of our
industry to improve our cost structure and position AT&T for growth:
serve customers by expanding local operations in priority countries: and
make the most of new opportunities by developing strategic giobal and
regional parmerships that expand the reach and scope of our network

Government Customers

WIS T M inearly 1997, the Defense Infor-
mation Systems Agency awarded AT&T a contract potentially worth
$5 billion over the next nine years to build a backbone network. and
provide access and transmission services. in (996, we won a mult-
year $1.5 billion contract to provide communications services to the
U.S. Navy, Coast Guard and Marines.

" : A AT&T Government Markets is helping
ushennanewappmd'amCap«dHnlltesmw In the first Congress-
ional hearing of its kind, the Joint Economic Committee held a hearing in
1996 expioring society’s transition from the industrial age to the informa-
tion age. Using AT&T technology, witnesses testified from Capitol Hill. as
well 23 from video rooms in Los Angeles, Chicago, New York and London.

Innovations from AT&T Labs
In 1996, AT&T Labs was involved

in development work for impressive offerings such as AT&T Digial
PCS and AT&T WorldNet Service. ATAT Labs was created from

Bell Laboratories as part of AT&T's division into separate companies.
AT&T Labs provides research and development to support AT&T's
strengrhs in providing communications services. .

GO TI ATAT Labs is pioneering the develop-
ment of the next generation of technology to shape the future of commu-
nications. AT&T Labs looks beyond traditional forms of telephony and
explores new ideas and concepts that will lead the next communications
revolution. This includes work on forward-thinking applications in network
technologies. service pladorms and interpersonal communications.

Community Involvement

AT T 50 M We continued an increasing focus on
grant-making and employee involvement within communities where AT&T
peopie live and work. (n the last decade, AT&T has donated aimost $700
million in grants, sponsorships and products o eduaation, arts. heaith and
environmental programs across the United States and around the world.

AMETUTETGTCT N The | milion hours of community
service that AT&T people are expected to contribute by the end of 1997
through the AT&T CARES program have a value of about $20 millon.
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Financial Review

[996 was a historic year for AT&T as we
successfully separated into three independent entities

n 1996 we successfully completed our plan to
“ separate into three publicly held stand-alone

companies, each focused on serving certain core
businesses. This began with the initial public offering (IPO)
of 17.6% of Lucent Technologies inc. (Lucent) shares in
April 1996, the largest IPO in history. We distributed to
our shareowners all of the shares we owned of Lucent on
September 30, 1996. On October |, 1996, we completed
the sale of our majority interest in AT&T Capital
Corporation (AT&T Capital) and we received $1.8 billion
in cash. Finally, on December 31, 1996 we completed our
plan when we distributed to our shareowners all of our
shares in NCR Corporation (NCR).

The actions taken in 1996 leave us in a strong position
for the future. Qur debt ratio, excluding financial services,
at the end of 1996 was 18.7%, among the lowest in our
industry. Our return on average assets from continuing
operations was approximately 10.3%, among the highest
in-our industry.

1996 was a record year for us. Income from continuing
operations of $5.6 billion increased 7.0% from 1995, while
earnings per share of $3.47 increased 5.5% compared with
199S. Our operating margin also improved to 16.9% in
1996.All references to 1995 exclude restructuring and
other charges. :

We made significant expenditures in 1996 for strategic

. investments into various markets which we believe com-
plement our core business. These include internet access,
consulting and outsourcing and local expansion. In 1996
we continued our market share leadership in the con-
sumer and business long disance markets.

We continued to provide new products and services
to our customers, such as our AT&T One Rate program,a
flat 15-cents-a-minute plan for consumers.Announced at
the end of September, the program already had nearly 3
million subscribers at the end of December. Although the
majority of One Rate customers are existing AT&T cus-
tomers moving from other calling plans, One Rate has
attracted a number of wins from competitors. Success in
the telecommunications market is about meeting complex
customer needs and providing valuable and reliable ser-
vices.WWe are committed to meeting these needs by pro-
viding the necessary service plans and by maintaining the
AT&T long disance network which has unparalieled relia-
bility by almost any measure.

We continued to expand our relationship with our
business customers from one of simply carrying voice and
daua traffic to playing a consuleative role and becoming
strategic partners.We now provide business consulung,
outsourcing and electronic commerce solutions among

other services to business markets. For example, we
signed a $1.1 billion, ten-year contract with Textron, Inc. to
upgrade, expand and manage their global communicacions
infrastructure.

As a result of the strategic restructuring, some changes
in our financial reporting format have been made. In order
to appropriately refiect the ongoing operations of the
“new"” AT&T, certain reclassifications have been made to
reflect the resuits of businesses that we have divested or
plan to divest Accordingly, the revenues and expenses,
assets and liabilities and cash flows of Lucent, NCR and
AT&T Capiaal, as well as certain other businesses, have
been excluded from the respective captions in the
Consolidated Statements of Income, Consolidated Balance
Sheets and Consoclidated Statements of Cash Flows. The
net operating results of these businesses have been
reported as “Income (loss) from discontinued operations,”
net of applicable income taxes, the net assets as “Net
assets of discontinued operations™ and the net cash
flows as “Net cash used in discontinued operations.” In
addition, the consolidated results for continuing opera-
tions have been reclassified to improve comparability with
the communications services industry.As a result of the
spin-offs of Lucent and NCR and the sale of AT&T
Capital, our Consolidated Balance Sheet at December 31,
1996 no longer includes these entities in “Net assets of
discontinued operations.’ Additionally, the results of oper-
ations and net cash flows for Lucent and AT&T Capital
are reflected in our Consolidated Statements of Income
and Consolidated Satements of Cash Flows through the
date these dispositions occurred.

Restructuring and Other Charges

In the fourth quarter of 1995 we recorded a pretax
charge of $3.029 million for restructuring costs of $2.307
million and asset impairments and other charges of $722
million. The charges covered consolidating and reorganizing
numerous corporate and business unit operations over sev-
eral years.The total pretax charge was recorded as $844
million in network and other communications services,
$934 million in depreciation and amortization, $1.245 mil-
lion in selling, general and administrative and $6 million in
financial services expenses. The tax benefit associated with
the charges was $993 million.

During 1996 we continued to implement our restruc-
turing plans.We completed the restructuring of our pro-
prietary network and messaging services business. closed
several call servicing centers, sold certain international
operations, and reorganized and reduced certain corporate
support functions. As.of December 31. 1996, approximately
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5.000 management employees and 1.000 occupational
employees have been separated. Of the 5.000 management
separations, approximately 3,000 accepted voluntary sepa-
ration packages. We expect the majority of our plans to
be completed during 1997. However, certain severance
and facility costs have payment terms extending beyond
1997. A detailed discussion of restructuring and other
charges is in Note 5 to the Consolidated Financial
Statements.

AT&T operates in two industry segments, the telecom-
munications industry and the financial services industry.
Our communications services (which is part of the tele-
communications industry) consists of a wide range of ser-
vices to residential and business customers, including
domestic and international wireline long distance voice,
data and video services, wireless services, network man-
agement, business consulting, outsourcing, electronic com-
merce solutions and internet access service. Our financial
services segment primarily consists of our AT&T Universal
Card credit card business.

Communications Services

Communications services revenues grew 4.4% in 1996 and
5.4% in 1995.

DOULARS IN MILLIONS 1996 12935 1994
Revenues
Wiceline $45,647 $44.226 $42.320
Wireless 3,476 2,926 2,280
Products and other services 1,392 1,25¢ 1,338
Toual communications .

" services revenues $50,515 $48,403 $45,938
Operating income $ 8,746 $ 5,159 $ 7370
Operating margin 17.3% 10.7% 16.0%

Wireline services revenue, which includes traditional
long distance toll calling, network management, messaging
and other network-enabled services, increased 3.2% in 1996
and 4.5% in'[995. We handled a record 68 billion calls in
1996, causing conversation minutes for switched long
distance services (volume) to rise 5.9%. The volume growth
in 1996 siowed from the nearty 9.0% growth registered in
1995, reflecting competitive pressures from traditional
sources in the consumer markets as well as nontraditional
sources such as smaller telecommunications companies
and dial-around resellers. This pressure was somewhat
offset by strong volume growth in business inbound services,
particularty toll-free 800 and 888 services.

Volume growth continued to exceed revenue growth in
1996. This refiected lower pricing from promotional dis-
counts, increased movement of customers to optimal calling
plans and increased discounts given to large accounts. As we
continued to expand internationally. international volumes
increased while related revenue remained relatively flat,
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In 1995 we saw volume growth in calling card, business
inbound services and consumer international services.
Although volume growth exceeded revenue growth (due
primarily to customers taking advantage of our calling
plans and promotions), the gap between revenues and
volumes was about 4% in 1995. This reflected movement
among calling plans by both business and residential cus-
tomers and some targeted price increases.

The long distance market is increasingly characterized by
aggressive pricing actions, the introduction of new competi-
tors (such as dial-around resellers) and price sensitivity on
the part of consumers. As a result, revenue as well as vol-
ume growth was adversely impacted. We expect that these
conditions will intensify in the future as the Regional Bell
Operating Companies (RBOCs) are permitted to provide
long distance services in their home regions, thereby nega-
tively impacting our long dismance volume and revenue. As
the RBOCs, who currendy have zero market share, begin
providing long distance services, we will lose long distance
market share. However, we will gain market share in the
local telephone service market as we are able to enter it

Wireless services revenue, which includes cellular,
messaging services, and air-to-ground services, grew 18.8%
in 1996 and 28.3% in 199S. The growth in both periods
was the result of consolidated cellular subscriber growth
of 31.7% in 1996 and 39.2% in 1995.

Cellular customers, reported on the same basis as
consolidated wireless revenues, stood at 5.2 million
at December 31,1996 compared with 3.9 million at
December 31, 1995 and 2.8 million at December 31, 1994.
Cellular customers served by companies in which we have
or share a controlling interest increased to 7.1 million at
December 31,1996 from 5.5 million at December 31,
1995 and 4.0 million at December 31, (994. Cellular rev-
enue per subscriber was approximately $60 per month in
1996 compared with approximately $69 in 1995 and
approximately $79 in 1994. The decline reflected industry
wide pricing pressures, as well as lower average usage per
subscriber as expansion included growth in subscribers who
are more casual users (e.g. for emergency and other per-
sonal use). However, based on reported financial informa-
tion of wireless competitors, our revenue per subscriber is
above the industry average. The number of casual users is
expected to continue to grow in 1997, which will likety
result in lower average revenue per subscriber next year.

By combining our 800 MHZ celiular and 1900 MHZ
personal communications services (PCS) licenses, we can
eventually provide wireless telecommunication services to
markets covering approximately 93% of the U.S. popula-
tion. In October 1996 we launched AT&T Digital PCS ser-
vice in more than 40 of our existing 800 MHZ wireless
markets, covering 70 million potential customers. The
difference between AT&T Digital PCS and analog cellufar
service is in the features. AT&T Digital PCS provides
longer batery life. short text messaging service, cailer
identification. message waiting indicator and enhanced



J

D e

security. AT&T Digital PCS allows customers to make and

receive voice and cata transmissions to people rather than
places. At December 31.1996. we had more than 900,000

digital subscribers, including over 500.000 receiving AT&T

Digital PCS service.

The overall penetration rate (number of cellular cus-
tomers as a percentage of the total population in the ser-
vice territory) for markets in which we have or share a
controliing interest increased from 5.9% at December 31,
1995 to 7.5% at December 31, 1996.

Products and other services revenue includes wireless
product sales. online services, consulting and outsourcing
services, and other sales and services to businesses and
consumers. Products and other services revenue increased
11.2% in 1996 and decreased 6.5% in 1995. The roll-out of
new and nontraditional services drove the increase in
1996. The 1995 decrease was mainly due to lower other
services revenues in our wireless business.

During 1996 we began offering internet access service
under AT&T WorldNet“ and had 568,000 subscribers by
the end of the year. Our AT&T WoridNer*™ and hosting
services and our consulting and outsourcing businesses con-
tributed to the increase in revenues, However, these start-up
businesses required significant expenditures in both years.

" These investments are necessary for-us to expand into the

strategic areas we believe are imporant to our future.

We signed numerous agreements in 99§ w0 provide
consulting and outsourcing services to various companies.
We expect these agreements to increase products and
other services revenue in 1997. Revenue expected under
contracts executed in 1996 primarily for outsourcing
amounted to approximately $2.9 billion at December 31,
1996. This is earned over the contract term, which can
extend to up to 10 years. Since revenue dépends on actual
usage under service contracts, actual revenue for a partic-
ular contract may be higher or lower than the reported
expected amount.

Operating Expenses

Operating expenses for communications services included
$3.023 million of restructuring and other charges in 1995
and $246 million of McCaw Cellular Communications, Inc.
(McCaw) merger-related expenses in 1994. Excluding these
charges. operating expenses for communications services
increased 3.9% in 1996 and 5.0% in (995. The (996 growth
was due to increased selling, general and administrative
expenses and increased network and other communica-
tions services expenses partially offset by decreased

- access and other interconnection expenses. The 1995

growth was primarily due to increased selling, general and
administrative expenses. The expense growth rate
decreased in 1996 primarily due to lower access and other
interconnection charges. As a resuit. the operating margin

for communications services increased in 1996 to 17.3%
from 16.9% in 1995, excluding restructuring and other
charges. and 16.6% in {994

Access and other interconnection expenses are the
charges for facilities provided by local exchange carriers
and other domestic service providers and fees paid to for-
eign telephone companies (international settlements) to
connect calls made to or from foreign countries on our
behalf. These charges are designed to reimburse these car-
riers for the common and dedicated facilities and switch-
ing equipment used to connect our network with their
network. These costs declined in both 1996 and 1995 due
to lower per-minute access cost resulting from changes in
the price setting methodology approved by the Federal
Communications Commission (FCC), operationai
improvements in our infrastructure and reduced interna-
tional settlements. The decrease in 1996 was also partialiy
due to a second quarter accounting adjustment of previ-
ously estimated accruals to refiect actual billing. These
reductions were partially offset by increased volumes and
international traffic mix. Access and other interconnection
expenses as a percentage of wireline services revenue
were 35.8% in 1996, 39.8% in 1995 and 42.1% in 1994,

Network and other communications services expenses
include operating and maintaining our network, operator
services, nonincome taxes and the provision for uncol-
lectible receivables. Network and other communications
services expenses, excluding $844 million in 1995 related
to restructuring and other charges, increased in both 1996
and 1995 due to increased costs from our expansion into
new initiatives, enhancements made in customer care facil-
ities and higher provisions for uncoliectibles.

New initiatives such as AT&T WoridNet*™ and hosting
services, preparing for local service entry and our consult-
ing and outsourcing businesses represented approximately
half of the increase in network and other communications
services expenses in 1996 and most of the increase in
1995. We filed to offer local service in all 50 scates less
than three weeks after the Telecommunications Act of 1996
(che Telecommunications Act) was signed in February
1996, As of December 31, 1996, we had received authority
to provide local service in 42 states.

The higher provision for uncollectibles in 1996 reflects
coliection issues as well as a shift in industry wide credit
risk profiles of business customers which resulted in
increased bankruptcies, delinquencies and fraud. In particu-
lar the business reseller market has experienced significant
competition which has had a negative impact on these
customers’ payment patterns. Qur ongoing provision for
uncollectibles will continue to reflect the increased risk in
our business markets.

In 1996 the cost of operating our worldwide rzed.gent
network was essentially unchanged despite \nc-e1se: .= ng
volumes and the increased complexity of our serv ;¢ = ~gs.
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Depreciation and amoruzation expenses. excluding
$934 mullion of restructuring and other charges in 1995,
increased $154 million or 6.0% in 1996.This increase was
primarily the result of additions to the telecommunica-
tions network and was partially offset by the impact of the
asset write-downs at the end of 1995.We expect depreci-
ation and amortization expense to continue to increase
with the expansion of our networks. (See Financial Condi-
tion and Cash Flows —Investing activities for a discussion
of capital expenditures.)

Additionally, subsequent to their divestment, purchases
from Lucent and NCR are recorded at the full commercial
price. When these entities were part of our consolidated
results, these purchases were reflected at their manufac-
turing costs. Going forward, this will result in higher capical
expenditures and related depreciation expense as well
as higher period expenses for those items not capitalized.
We have committed to purchase $3.000 million from
Lucent by the end of 1998 and $350 million from NCR
by the end of 1999. By the end of 1996 we had pur-
chased $2,726 million from Lucent and NCR under
these agreements.

In 1995 depreciation and amortization expenses
increased $192 million or 8.0%, excluding restructuring
and other charges, due to increased capital expenditures
to support our telecommunications network services, to
provide for growth in calling volumes. to iniroduce new
technology and to enhance reliability. Also contributing
to the increase was amortization associated with the
acquisition of the remaining interest in LIN Broadcasting
Corporation (LIN) in October 1995.

Selling, general and administrative expenses, excluding
$1.245 million of restructuring and other charges in 1995
and $246 million of McCaw merger-related expenses in
1994, were 29.3% of communications services revenues
in 1996,27.1% in (995 and 24.8% in 1994.These costs
increased as a percentage of communications services
revenues in both 1996 and 1995 due to expenditures for
new initiatives, higher marketing and sales expenses and
enhancements to customer care facilities.

Our initiatives for online services, such as AT&T
WorldNet™, local expansion and our consulting and out-
sourcing businesses represented about 30% of our increase
in {996 and approximately 15% of our increase in 1995.

These increases were slightly offset in 1996 by lower
costs per point for our True Rewards program as well as
the expiration of some True Rewards points. Additionally,
further offsetting the 1996 increase were cost reduction
benefits obuined from the 1995 restructuring.

Also included in selling, general and administrative
expenses were $640 million, $563 million and $463 million
of research and development expenses in 1996, 1995 and
1994, respectively. Research and development expendi-
tures are mainly for work on wireless technology.
advanced communications services and projects aimed at
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international growth. These expenses included & millicr
of restructuring and other charges in {935,

Financial Services

DOLLARS IN MILLIONS 1996 1995 1994
Revenues (I) $1,669 $ 2261 $ 1.838
Operating income 64 294 216
Operating margin 3.8% 13.0% 11.8%

Universal Card Information:
Total owned finance receivables $7,056 $10.618 $12.380
Total owned and managed

finance receivables 13,556 14,118 12.380
Cardholder accounts in millions 18.3 t7.6 1S.1

(1) RERECTS AEVENUES FOM OWNED AECEMABLES ONLY. OWNED RECENABLES AS A PEACINTAGE
OF TOTAL OWNED ANO MANAGED RECEIVABLES WERE 52% N 1996 anp 75% ~ 1995,
Our financial services segment is primarily our AT&T
Universal Card Services business. Contributing to a lesser
degree are some finance assets that we retained from
AT&T Capital as a result of their 1993 restructuring.
Universal Card continued to experience competitive
pricing pressures and higher charge-offs in 1996, as did
the industry. The reserve for credit losses is set based on
experience, current delinquencies and the outlook for the
economy. Revenues have decreased in 1996 compared with
1995 primarily due to the impact of securitizations we
completed during 1995 and 1996.Additionally, lower rate
offers continued to decrease margins. In 1995 revenues
increased due to a higher level of average owned receiv-
ables. Universal Card's toal managed receivables included
$6.500 million and $3,500 million of cumulative securitized
receivables at the end of 1996 and 1995, respectively.
Universal Card retains the servicing and customer relation-
ships of the credit card accounts that were securitized.
Financial services expenses decreased $356 million or
18.2% in 1996, excluding $6 million in 1995 for restructuring
and other charges. This decrease reflects a decrease in over-
all direct portolio expenses (interest, provisions for credit
losses and other related costs) due to decreased owned
receivables primarily associated with the securitization pro-
gram. Selling, general and administrative expenses increased
$83 million primarily due to customer loyalty programs.
Financial services operating income decreased $236 mil-
lion in 1996, and increased $84 million in 1995, excluding
restructuring and other charges. Operating margin was 3.8%
in 1996, 13.3% in 1995 and 11.8% in 1994.The decrease in
1996 was primarily due to the continued decline in portfo-
lio credit performance and increased selling, general and
administrative expenses. The increase in 1995 was due to a
higher level of average earning assets.

Other income statement line items

Other income - net includes sales and excharzes - - 2iu-
lar properties. net equity earnings from inves=~-. -
increases in the value'of corporate-owned ‘2
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policies on officers. minority owners’ interests in the earn-
ings or losses of subsidiaries and other miscellaneous
transactions.

In addition to the above, other income for 1996 included
a loss on our investment in Novell, Inc. stock and other
income for 1994 included the loss from a lost satellite and
preferred dividends of a subsidiary.

Interest expense decreased in 996 compared with
1995 due to lower levels of average debt The lower levels
of average debt are primarily attributable to the assign-
ment of debt to Lucent and the application of the pro-
ceeds from the sale of AT&T Capical. Interest expense in
1995 compared with 1994 increased as a result of higher
levels of average debt offset partially by lower average
rates on long-term debt.

The effective income tax rate is the provision for
income taxes as a percentage of income from continuing
operations before income taxes. The effective income tax
rate for 1996 of 36.7% was impacted by tax benefits asso-
ciated with various legal entity restructurings. The {995
effective income tax rate of 39.0% was impacted by the
restructuring and other charges. Excluding such charges,
our 1995 effective income tax rate was 36.7% which was
favorably impacted by lower state tax rates and higher
research credits. The 1994 effective income tax rate of
39.3% was impacted by McCaw merger-related *xpenses
as well as a tax benefit of $74 million as a resuit of the
redemption of a subsidiary’s preferred stock. Excluding
these charges, our effective income tax rate for 1994
was 38.8%.

Income from discontinued operations was $138 mil-
lion in 1996, $251 million in 1995 excluding restructuring
and other charges of $3.317 million,and $317 million in
1994. income from discontinued operations includes the
results of NCR and other businesses, and the results of
Lucent and AT&T Capital through September 30, 996, As
a result, the decline in 1996 relates primarily to Lucent and
AT&T Capizal being included for only a portion of the year.
Discontinued operations also includes the elimination of
intercompany transactions, an allocation of AT&T's interest
expense (based on a ratio of net assets of discontinued
operations to total AT&T consolidated assets), and a por-
tion of AT&Ts consolidated raxes atributable to discontin-
ued businesses. We recognized a $162 million after-tax gain
on the sale of AT&T Capital as a separate component of
discontinued operations in 1996.

Included in 1996 income from discontinued operations
is a nonrecurring tax benefit of $155 million as a result
of reversing deferred tax liabilities on the earnings of
Lucent’s non-U.S. consolidated subsidiaries. The subsidiaries
have the ability and specific intention to permanencly
reinvest such undistributed earnings. These deferred tax
liabilities reduced income from discontinued operations
in earlier years.

Financial Condition and Cash Flows

Operating acuvities. Cash flow from operaung activittes
decreased 3.6% to $8.734 million in 1996 and increased
14.0% to $9.060 million in 1995. The decrease in 1996
related to required cash payments for restructuring and
other charges amounting to $471 million. We expect that
another $1.4 billion will require future cash payments. The
increase in 1995 was consistent with the growth in our
income from continuing operations, excluding restructur-
ing and other charges.

EBITDA (earnings before interest, taxes, depreciation
and amortization) for our communications services busi-
ness was $11,938 million in 1996, $11,098 million in 1995
(excluding restructuring and other charges) and $10.138
milfion in 1994 (excluding merger-related expenses). The
increase in EBITDA in both 1996 and 1995 relates to a
higher level of revenues and lower access and intercon-
nection expenses. EBITDA is a2 measure of our ability to
generate cash flows, and should be considered in addition
to, but not as a substitute for. other measures of financial
performance reported in accordance with generally
accepted accounting principles.

Communications services earnings
before interest, taxes, depreciation and
amortization
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*Exchudes the impact of 1994 mergerreioted and (995 restrucuring and other charpes

Investing activities. We used $1.490 million in 1596, $8.987
million in 1995 and $7.276 million in 1994 for investing
activities. Included in 1996 investing activities were net cap-
ital expenditures, proceeds received from securitizations
and proceeds received from divestments, including the sale
of AT&T Capital. Capital expenditures (primarily associated
with our network and wireless infrastructure), acquisi-
tions of businesses and investments and the acquisitions of
PCS and celluiar licenses were approximately $7.3 billion in
1996, $10.0 billion in 1995 and $3.9 billion in 1994. This
resulted in net cash outlays for the foregoing in each of
1996, 1995 and 1994 of approximately $6.9 billion. $10.1
billion and $3.8 billion, respectively.

In 1996 we continued o invest in our communications
network in order to increase capacity, reliabihity a7 <
enhance network intelligence to provide new prcce. ",
and services. This included the continued depicy -
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Synchronous Opucal Network Technology (SONET) for
our long distance network. as well as SONET rings which
provide millisecond restoration of traffic in the event ofa
fiber cut. We also invested in switching system software
associated with advanced call features. Further. we expand-
ed our wireless infrastructure to provide higher capacity
and improve service quality. Substantial investments in our
communications services business are expected to contin-
ue as we upgrade our network and invest in new markets.

Competition in communications is globat and increas-
ingly involves multinational firms and partners. We believe
commitments of resources to expand globally are neces-
sary for future growth. For example, we have established a
presence in the United Kingdom to compete directly with
the dominant national provider.

During 1996 we received net proceeds of approximately
$2.1 billion related to divested businesses, including $1.8
billion related to our sale of AT&T Capital. In 1995 we
completed the $3.3 billion acquisition of the minority
owners’ stake in LIN, now a wholly owned subsidiary of
AT&T Wireless Services.

Also contributing to investing activities is our financial
services business. Securitizations of credit card receivables
brought in cash of $3.0 billion in 1996 and $3.5 billion in
1995. Securitization may continue to be used as a financing
alternative in the future.

Financing activities. Cash used for financing activities was
$5.381 million in 1996 and $222 million in 1994. In (995
financing activities provided cash of $1,420 million. AT&T
has raised all necessary external financing through issu-
ances of commercial paper and long-term debt. as well as

. asset-backed securities (the Universal Card securitizations)
and equity. We expect to be able to arrange any necessary
future financing using these same sources, with the timing
of issue, principal amount and form depending on our
needs and the prevailing market and economic conditions.

During 1996 we retired long-term debt of $1.236 mil-
lion and decreased short-term debt by $5.302 million. The
changes in debt reflect the use of alternative sources of
funding, such as securitizations, as well as the impact of
Lucent obtaining its own external financing in 1996. Addi-
tionally, the cash collection of the $2.0 billion in accounts
receivable retained by AT&T continuing operations
as part of the restructuring plan and the proceeds of $1.8
billion from the sale of AT&T Capital were used to pay
down our debt.

In 1995 we retired $2.137 million of long-term debt but
borrowed an additional $2.392 million of long-term debt and
$1.939 million of short-term debt. In 1994 we retired $4,078
million in long-term debt and borrowed $3.422 million of
long-term debt and $1.217 million of short-term debt.

In each of the past three years. we issued new shares
of common stock in our shareowner and employee bene-
fit stock-ownership plans. In 1997 stock used in our share-
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owner and employee benefit stcck-ownership plans weil
now be purchased in the stock market instead of using
unissued or treasury shares. This will minimize the diutive
effects of these plans on equity shareowners, but will
require us to use cash to purchase the shares. We also
paid dividends of $2,122 million in 1996, $2,088 million in
1995 and $1.870 million in 1994.

On a limited basis, we use ceruin derivative financial
instruments in an effort to manage exposure to interest
rate risk and foreign exchange risk. Qur utilization of
these instruments is limited to interest rate swap agree- -
ments, forward contracts and options in foreign currencies
to hedge exposures. We do not enter into such instru-
ments for speculative purposes. All hedging activity is in
accordance with board-approved policies. Any potential loss
or exposure related to our use of derivative instruments is
immaterial to our overall operations. financial condition and
liquidity. The notional amounts of derivative contracts do
not represent direct credit exposure or future cash require-
ments. Credit exposure is determined by the market value
of derivative contracts that are in a gain position as well as
the ability of the counterparty to perform its payment
obligations under the agreements. We control credit risk of
our derivative contracts through credit approvals, exposure
limits and ather monitoring procedures. There were no
past due amounts related to our derivative contracts at
December 31, 1996, nor have we ever recorded any charge-
offs related to derivative contracts.

Total assets decreased from the end of 1995 primari-
ly due to lower net assets of discontinued operations,
finance receivables and current deferred income taxes.

The decrease in net assets of discontinued operations is
primarily due to the dispositions of Lucent, NCR and AT&T
Capital in 1996. Finance receivables decreased mainly due
to the Universal Card securitizations. The decrease in
current deferred income tax assets is partially offset by the
decrease in long-term deferred income tax liabilities. These
decreases reflect the portion of long-term deferred income
tax liabilicies at year-end {995 that became current in 1996,

The decreases in assets were partially offset by increases
in property, plant and equipment and accounts receivable.
The increase in property, plant and equipment was primari-
ly due to capital expenditures for the AT&T network and
wireless infrastructure. The increased accounts receivable
was driven by our increased revenues.

Total liabilities decreased from December 31,1995 pri-
marily due to lower short- and long-term debt. deferred
income taxes and other long-term liabilities and deferred
credits. The lower levels of debt are primarily attributable
to the Universal Card securitization program. the assign-
ment of debt to Lucent, and the application of the cash
received from the $2.0 billion in retained receivables rom
Lucent and the proceeds from the sale of ATAT Caz
Long-term deferred income tax liabilities dec' e
the reclassification of deferred income taxes := - T s

[Lal-3w



previously discussed. Other long-term liabilities and
deferred credits were down primarily due to cerain
restructuring-related liabilities becoming current

These decreases were offset by increases in accounts
payable and other current liabilities. Increased accounts
payable refate to increased capital expenditures, higher
international settiement payables due to tming of pay-
ments and payables related to increased marketing and
sales efforts. Increased current liabilities reflect increased
current taxes payable due primarily to the sale of AT&T
Capital.

Shareowners' equity was $20,295 million at Decem-
ber 31, 1996 and $17.274 million at December 31, 1995.
The increase is due primarily to net income and shares
issued under employee plans offset primarily by the impact
of the Lucent and NCR spin-offs of approximately $2.2
billion and dividends of $2.1 billion.

Capitalization

$25 60%

50%

DOLLARS IN BILLIONS

10%

“
o

0%

T Oebt @+« - Debt ratio
A equiey s -+ - Debt ratio excluding financial services

The ratio of total debt to total capital (debt plus equity)
decreased to 33.8% at December 31, 1996, compared with
54.5% at December 31, 1995. Most of our debt supports
financial services operations. Excluding financial services,
our debt ratio was|8.7% at the end of 1996 and 41.3% at
the end of 1995. In 1996 we reduced our debt leveis signif-
icanty as previously discussed. The (995 ratio was higher
because of the restructuring and other charges and by the
issuance of additional debt to finance the acquisitions of
PCS licenses and the remaining 48% of LIN.Additionally,
we had approximately $6.0 billion of unused available lines
of credit ac December 31, 1996,

The fair value of our pension plan assets is greater
than our projected pension obligations. We record pen-
sion income when our expected return on plan assets
plus the amortization of the transition asset (created by
our 986 adoption of the current standard for pension
accounting) is greater than the interest cost on our pro-
jected benefit obligation plus service cost for the year.

Consequehtly we continued to have pension income that
added to our prepaid pension asset in 1996.

Legislative Developments, Regulatory
Developments and Competition

In February 1996 the Telecommunications Act became
law. The Telecomunications Act. among other things, was
designed to foster local exchange competition by estab-
lishing a regulatory framework to govern new competitive
entry in local and long distance telecommunications
services. The Telecommunications Act permits RBOCs

to provide interexchange services after demonstrating to
the FCC that such provision is in the public interest and
satisfying the conditions for developing local competition
established by the Telecommunications Act.

In August 1996 the FCC adopted rules and regulations
(the Implementing Rules) to implement the local competi-
tion provisions of the Telecommunications Act. The
Implementing Rules rely on each state to develop the spe-
cific rates and procedures in such state within the frame-
work prescribed by the FCC for developing such rates
and procedures. In October 1996 the United States Court
of Appeals for the Bth circuit ordered a stay of the effec-
tiveness of cerrain of the Implementing Rules until such
court resolves challenges thergto by local telephone-com-
panies and telephone regulators in several states.

We believe that such stay may inhibit the establishment
of appropriate permanent rates for the provision of net-
work elements and wholesale services.Absent full effective-
ness of the sayed Implementing Rules, each state will
determine the applicable rates and procedures indepen-
dent of the framework of the Implementing Rules. Since
the stay was issued, many states have used the
implementing Rules as guidelines in establishing interim
rates that will apply pending the determination of perma-
nent rates in subsequent state proceedings. Neverthefess,
in the absence of the Implementing Rules, there can be no
assurance that the prices and other conditions established
in each state will provide for effective local service entry and
competition or provide us with new market opportunities.

In addition to the matters referred to above, various
other factors, including market acceptance, start-up and
ongoing costs associated with the provision of new ser-
vices and local conditions and obstacles. could adversely
affect the tming and success of our entrance into the local
exchange services market and our ability to offer com-
bined service packages that include local service. Because
it is widely anticipated that substantal numbers of long
distance customers will seek to purchase local, interex-
change and other services from a single carrier as part of
a combined or full service package, any compertitve disad-
vantage, inability to profitably provide local service 1t zom-
petitive rates or delays or limitations in providing ‘cc .
service or combined service packages couid adve-:..--
affect our future revenues and earnings. In 1gcic ¢
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simultaneous entrance of numerous new competitors for
interexchange and combined service packages is likely to
adversely affect our long distance revenues and could
adversely affect earnings. ‘

We currently face significant competition in the com-
munications services industry and expect that the level of
competition will continue to increase. The Telecommuni-
cations Act has already begun to intensify the competitive
environment in recent months. Non-RBOC local ex-
change carriers, which are not required to implement the
Telécommunications Act competitive checklist prior to
offering long distance in their home markets, anticipating
changes in the industry, have begun integrating their local
service offerings with long distance offerings in advance of
AT&T being able to offer combined local and long distance
service in these areas. In addition, most of the RBOCs have
indicated their intention to petition the FCC during 1997
for permission to offer interexchange services in one or
more states within their home regions.

Recent Pronouncements

In June 1996 the Financial Accounting Standards Board
issued Statement of Financial Accounting Standards
(SFAS) No. 125,"“Accounting for Transfers and Servicing
of Financial Assets and Extinguishment of Liabilities.” This
statement requires that liabilities incurred or obtained
by transferors as part of a transfer of financia assets be
initially measured at fair value, if practical. It also requires
that servicing assets and other retained interests in trans-
ferred assets be recognized and measured by allocating
the previous carrying amount between assets sold and
retained interests based upon their relative fair values at
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the date of transfer. The statement «s efective ‘or ransiers
and servicing of financial assets and extnguisriments of
liabilities occurring after December 31.1996.and early
adoption is prohibited. The adoption of this standard walt
not have a material impact on our consolidated financial
statements.

Forward Looking Statements

Except for the historical staternents and discussions con-
tained herein, statements contained in this report consti-
tute “forward looking statements™ within the meaning of
Section 27A of the Securities Act of 1933 and Section 21€
of the Securities Exchange Act of 1934. These forward
looking statements rely on a number of assumptions con-
cerning future events, and are subject to a number of
uncertainties and other factors, many of which are outside
our conerol, that could cause actual results to differ mate-
rially from such statements.

Readers are cautioned not to put undue reliance on
such forward looking statements. These factors and
unceruainties include the adoption of balanced and effec-
tive rules and regulations by the state public regulatory
agencies, our ability to achieve a significant market pene-
tration in new markets and the related costs thereof, and
competitive pressures. Shareowners may. review our
reports filed with the Securities and Exchange Commis-
sion for 3 more detailed description of the unceruinties
and other factors that could cause actual results to differ
materially from such forward looking statements. We
disclaim any intention or obligation to update or revise
forward looking statements, whether as a result of new
information, future events or otherwise.



Six-Year Summary of
5eleccad Financial Data (Unaudited)

AT&T Corp. and Subsidianes

T

DOLLARS IN MILLIONS (EXCEPT PER SHARE AMOUNTS)

1996 1995* 1994 1993 1992 1991~
Results of Operations
Total revenues $52,184 $50.664 $47.776 $45,002 $43.784 $42.309
Operating income 8,810 5.453 7.586 6,675 6,278 2.503
Income from continuing operations
before cumulative effects of
accounting changes 5,608 3,205 4393 3882 3253 1.083
Income before cumulative effects
of accounting changes 5,908 139 4710 3,702 3442 171
Net income (loss) 5,908 139 4710 (5.906) 3,442 71
Earnings per common share
Income from continuing operations
before cumuiative effects of
accounting changes 1.47 201 281 251 2.14 0.73
Income before cumulative effects of
accounting changes 3.66 0.09 301 239 227 0.12
Net income (loss) 3.46 0.09 3.01 (3.82) 227 0.12
Dividends declared per common share 1.32 {.32 1.32 1.32 1.32 .32
Assets and Capital -
Property, plant and
equipment — net 19,794 $16.083 $14,470 $13.699 $13.638 $13.096
Total assets — continuing operations 55,026 54,969 48,578 42,217 41,239 37.450
Total assets 55,552 62,395 57.448 50.181 50,632 48.781
Long-term debt 7,883 8.542 8934 10,287 12,210 12.167
Total debt . 10,343 20,718 18,533 18.191 17.122 16,756
Shareowners' equity 20,295 17,274 17,921 13.374 20313 17.973
Gross capital expenditures 6,785 4,522 3.370 2554 2319 2.435
Employees ~ continuing operations 130,400 128,400 119,100 121,900 122,000 119,100
Other information
Operating income as a
percentage of revenues 16.9% 10.8% 15.9% 14.8% 14.3% $.9%
Income from continuing
operations as a percentage
of revenues 10.7% 6.3% 9.2% 8.6% 7.4% 2.6%
Return on average common equity 28.0% 0.7% 29.5% (47.1)% 17.6% 0.9%
Data at year-end:
Stock price per share** $ 41.31 $ 4440 $ 3446 $ 36.00 $ 3497 $ 26.83
Book value per common share $ 12.50 $ 1082 $ 1142 $ 865 $ 1331 $ 12.05
Debt ratio 33.8% 54.5% 50.8% 57.6% 45.7% 48.2%
Debt ratio excluding
financial services 18.7% 41.3% 30.0% 43.0% 36.5% 42.9%

~ 1995 CONTINUING OPERATIONS DATA REFLECT $1.0 BILLION OF PRETAX BUSINESS RESTRUCTURING AND OTHER CHARGES.
1993 NET LOSS REFLECTS A $9 6 BILLION NET CHARGE FOR THREE ACCOUNTING CHANGES.
1991 CONTINUING OPERATIONS DATA REFLECT $1.5 BILLION OF PRETAX BUSINESS RESTRUCTURING AND OTHER CHARGES.

**STOCK PRICES HAVE BEEN RESTATED TO REFLECT THE SPIN-OFFS OF LUCENT AND NCR.
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Report of Management

Management is responsible for the preparation, integnty
and objectivity of the financial statements and all other
financial information included in this report. Management
is also responsible for maintaining a system of internal
controls as a fundamental requirement for the operational
and financial integrity of results.

The financial statements, which reflect the consolidat-
ed accounts of AT&T Corp. and subsidiaries (AT&T) and
other financial information shown, were prepared in con-
formity with generally accepted accounting principles.
Estimates included in the financial statements were based
on judgments of qualified personnel.

To maintain its system of internal controls, manage-
ment carefully selects key personnel and establishes the
organizational structure to provide an appropriate division
of responsibility. Ve believe it is essential to conduct busi-
ness affairs in accordance with the highest ethical stan-
dards as set forth in the AT&T Code of Conduct These
guidelines and other informational programs are designed
and used to ensure that policies, standards and managerial
authorities are understood throughout the organization.
Our internal auditors monitor compliance with the system
of internal controls by means of an annual plan of in-
terndl audits. On an ongoing basis, the system of internal
controls is reviewed, evaluated and revised as =cessary
in light of the results of constant management oversight,
internal and independent audits, changes in AT&T's busi-
ness and other conditions.

Management believes that the system of internal con-
trols, taken as a whole, provides reasonable assurance that
(1) financial records are-adequate and can be relied upon
to permit the preparation of financial statements in con-
formity with generally accepted accounting principles
and (2) access to assets occurs only in accordance with
management's authorizations.

The Audit Committee of the Board of Directors,
which is composed of directors who are not employees,
meets periodically with management, the internal auditors
and the independent accountants to review the manner
in which these groups of individuals are performing their
responsibilities and to carry out the Audit Committee’s
oversight role with respect to auditing, internal controls
and financial reporting matters. Periodically, both the inter-
nal auditors and the independent accountants meet
privately with the Audit Committee. These accountants
also have access to the Audit Committee and its individual
members at any time.

29

The financial statements in this annua! reporr have
been audited by Coopers & Lybrand LLP. Independent
Accountants. Their audits were conducted in accordance
with generally accepted auditing standards and inciude an
assessment of the internal control structure and selective
tests of transactions. Their report foliows.

/fjf///é s G

Richard W. Miller Robert E. Alien

Senior Executive Chairman of the Board,
Vice President, Chief Executive Officer

Chief Financial Officer

Report of Independent Accountants

To the Shareowners of AT&T Corp.:

We have audited the consolidated balance sheets of
AT&T Corp. and subsidiaries (AT&T) at December 31,
1996 and 1995, and the related consolidated statements of
income, changes in shareowners' equity and cash flows for
the years ended December 31, 1996, 1995 and 1994. These
financial statements are the responsibility of AT&T's man-
agement. Our responsibility is to express an opinion on
these financial statements based on our audits.

We conducted our audits in accordance with generally
accepted auditing standards. Those standards require that
we plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of
material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclo-
sures in the financial statements. An audit also includes
assessing the accounting principles used and significant
estimates made by management, as well as evaluating the
overali financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to
above present fairly, in all material respects, the consolidat-
ed financial position of AT&T at December 31, 1996 and
1995, and the consolidated results of their operations and
their cash flows for the years ended December 31,1996,
1995 and 1994, in conformity with generally accepted
accounting principles.

‘ : : ce J YW AM
Coopers & Lybrand LLP.
1301 Avenue of the Americas

New York, New York
January 22,1997
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Consolidated Statements
of Income

AT&T Corp. and Supsidianies

X

DOLLARS IN MILLONS (EXCEPT PER SKARE AMOUNTS)

Years Ended December 31 1996 1995 1994
Sales and Revenues
Communications services $50,5tS $48.403 $45,938
Financial services 1,669 2,261 1.838
Total revenues 52,184 50,664 47.776
Operating Expenses
Access and other interconnection 16,332 17,618 17.797
Network and other communications services 7911 7,750 6,747
Depreciation and amortization 2,740 3,520 2.394
Selling, general and administrative 14,786 14,356 $1.630

Total communications services expenses 41,769 43,244 38.568
Financial services expenses 1,605 1.967 1.622
Total operating expenses 43374 . 45,211 40,190
Operating income 8,810 5,453 7.586
Other income - net 390 280 89
Interest expense 334 478 435
Income from continuing operations before income taxes 8,866 . 5255 7.240
Provision for income taxes 3,258 2,050 2,847
Income from continuing operations 5,608 3.205 4393
Discontinued Operations
income (loss) from discontinued operations

(net of tax benefits of $374 in 1996, $1,.254 in 1995 and $39 in 1994) 138 (3.066) 317
Gain on sale of discontinued operation (net of taxes of $138) 162 — —
Netincome . $ 5,908 $ 139 $ 4710
Weighted-average common ‘shares and

common share equivalents {millions) 1,616 1.592 1.564
Per Common Share
Income from continuing operations $ 47 $ 201 $ 28l
Income (loss) from discontinued operations 0.09 (1.92) 0.20
Gain on sale of discontinued operation 0.10 —_ —
Netincome $ 3466 $ 009 $ 3.0l

THE NOTES ON PAGES 34 THROUGH 44 ARE AN INTEGRAL PART OF THE CONSOUDATED FINANCIAL STATEMENTS.,
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Consolidated

3alance Sheets
AT&T Corp. and Subsidianes

e

Dotiars in MILUONS

At December 31 1996 1995
Assets
Cash and cash equivalents $ 134 $ 129
Receivables, less allowances of $1,336 and $1,252

Accounts receivable 8,973 8359

Finance receivables 7,087 10.665
Deferred income taxes 1,413 2,437
Other current assets 703 498
Total current assets 18,310 22,088
Property, plant and equipment - net 19,794 16,083
Licensing costs, net of accumutated amortization of $913 and $743 8,071 8.056
Investments 3,883 3.646
Long-term finance receivables 703 768
Prepaid pension costs 1,933 1,793
Other assets 2,332 2.535
Nert assets of discontinued operations 526 7.426
Total assets §55,552 . $62.395
Liabilities -
Accounts payable $ 6,173 $ 5.089
Payroll and benefit-related liabilities 2,635 2,908
Debt maturing within one year 2,460 12,176
Dividends payable 536 527
Other current liabilities 4514 3,880
Total current Habllities - 16,318 24,580

. Long-term debt 7,883 8.542

Long-term benefit-related liabilities 3,037 2871
Deferred income taxes 4,827 5,446
Other long-term liabilicies and deferred credits 3,192 3,682
Total liabilities 35,257 45,121
Shareowners’ Equity
Common shares, par value §i per share . 1,623 1,596

Authorized shares: 2,000,000,000

Qutstanding shares: 1,623,487.646 at December 31,1996;

1,596,005.351 at December 31,1995

Additional paid-in capital 15,643 16,614
Guaranteed ESOP obligation (96) (254)
Foreign currency translation adjustments 47 L1
Reuined earnings (deficit) 3,078 (687)
Total shareowners’ equity 20,295 17,274
Total liabllities and shareowners’ equity $55,582 $62,395

THE NOTES ON PAGES 34 THROUGH 44 ARE AN INTEGRAL PAKT OF THE CONSOUDATED FINANCIAL STATEMENTS.

b1



)

Consolidated Statements of
Changes in Shareowners’ Equity

AT&T Corp. and Subsidiaries

DOWARS IN MILLIONS

Years Ended Decemnber 31 1996 1995 1994
Common Shares -
Balance at beginning of year $ 1,596 $ 1.569 $ 1.547
Shares issued:
Under employee plans 19 13 1
Under shareowner plans 8 13 ]
Other -— { 3
Balance atend of year 1,623 1.596 1.569
Additional Paid-In Capital
Balance at beginning of year 16,614 15.825 14,324
Shares issued:
Under employee plans .- 978 598 _ 536
Under shareowner plans 434 687 424
Other — 31 133
Preferred stock redemption — — 408
Dividends declared -— (527) —
Spin-offs of Lucent and NCR(a) (2,380) - —
Balance atend of year 15,643 16,614 15,825 -
Guaranteed ESOP Obligation
Balance at beginning of year (254) (305) (355)
Amortization 52 5i 50
Assumption by Lucent(a) 106 _— -
Balance at end of year (96) (254) {305)
Foreign CurrencyTranslation Adjustments
Balance at beginning of year S 145 (32)
Translation adjustments o (33) (140) 177
Spin-offs of Lucent and NCR(a) 75 -_— -
Balance atend of year » 47 S 145
Retained Earnings (Deficit)
Balance at beginning of year (687) 687 (2.110)
Net income 5,908 139 4710
Dividends declared (2,132) (1,.570) (1.940)
Other changes (mn 57 27
Balance atend of year 3,078 (687) 687
Total Shareowners’ Equity $20,295 $17.274 $17.921

(a) THE NET IMPACT OF THE SMIN-OFFS OF LUCENT AND NCR ON TOTAL SHAREOWNERS' EQUITY WAS $2.199 MILLION.

In March 1990 we issued 13.4 million new shares of common stock in connection with the establishment of an ESOP
feature for the nonmanagement savings plan. The shares are being allocated to plan participants over ten years com-
mencing in July 1990 as contributions are made to the plan. In connection with the Lucent spin-off, $106 mullion cf the
unamortized guaranteed ESOP obligation was assumed by Lucent.

We have 100 million authorized shares of preferred stock at $! par value. No preferred stock is currently issued
or outstanding.

THE NOTES ON PAGES 34 THROUGH 44 ARE AN INTEGRAL PART OF THE CONSOLIDATED FINANCIAL STATEMENTS.
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Consolidated Statements
of Cash Flows

AT&T Corp. 1nd Subsidiries

50—

DOLLARS IN MILLIONS

Years Ended Decemnber 3! 1996 1995 1994
Operating Activities
Net income $ 5,908 $ 139 $ 4710
Add: (Income) loss from discontinued operations (138) 3.066 @317
Gain on sale of discontinued operation (162) _— -
Income from continuing operations 5,608 3,205 4.393
Adjustments to reconcile net income to net cash
provided by operating activities of continuing operations:
Restructuring and other charges - 3.029 —
Depreciation and amortization 2,740 2,586 2.394
Provision for uncoliectibles 2,443 2272 1.697
Increase in accounts receivable (2,149) (2.231) (1.857)
Increase in accounts payable 438 850 562
Net (increase) decrease in other operating
assets and liabilities (861) (93) 319
Other adjustments for noncash items - net 1 (558) 436
Net cash provided by operating activities of continuing operations 8,734 9.060 7.944
Investing Activities
Capital expenditures (6,339) (4.616) (3.302)
Proceeds from sale or disposal of property, plant and equipment 145 204 54
Decrease (increase) in finance assets 139 (2.364) (3.537)
Proceeds from securitizations of finance receivables 3,000 3492 —
Acquisitions of licenses (267) (1.978) (293)
Net increase in investments (290) (101) (114)
Dispositions (acquisitions), net of cash acquired 2,145 (3.406) {10S)
- Other investing activities — net ) (23) (218) 21
Net cash used in investing activities of continuing operations (1,490) (8.987) (7.276)
Financing Activities
Proceeds from long-term debt issuances -_ 2392 3402
Retirements of long-term debt (1,236) (2.137) (4.078)
Issuance of common shares 1,293 1.214 976
- Dividends paid (2,122) (2.088) (1.870)
(Decrease) increase in short-term borrowings — nec (5,302) 1.939 1.217
Other financing activides - net 1,986 100 RN
Net cash (used in) provided by financing activities of continuing operations  (5,381) 1,420 (222)
Effect of exchange rate changes on cash 9 40 (6)
Net cash used in discontinued operations (1.867) {1.624) {392)
Net increase (decrease) in cash and cash equivalents 5 o 48
Cash and cash equivalents at beginning of year 129 220 172
Cash and cash equivalents at end of year s 134 $ 129 $ 220

THE NOTES ON PAGES 34 THROUGH 44 ARE AN INTEGRAL PART OF THE CONSOUIDATED FINANCIAL STATEMENTS.



Notes to Consolidated
Financial Statements

ATA&T Corp.and Subsidianes (AT&T)
{Dollars in millions. except per share amounts)

o

1. Summary of Significant Accounting Policies

Consolidation

The consolidated financial statements include all majority-
owned subsidiaries. Investments in which we exercise sig-
nificant influence but which we do not control (generally a
20% - 50% ownership interest) are accounted for under
the equity method of accounting. This represents the
majority of our investments. Generally, investments in
which we have less than a 20% ownership interest are
accounted for under the cost method of accounting.

Currency Translation

For operations outside of the U.S. that prepare financial
statements in currencies other than the US. dolfar, we trans-
late income statement amounts at average exchange rates
for the year, and we translate assets and liabilities at year-end
exchange rates. VVe present these translation adjustments
as a separate component of shareowners’ equity.

Revenue Recognition

Ve recognize wireline and wireless services : cvenue based
upon minutes of traffic processed and contracted fees.
Genenally, we recognize products and other services rev-
enue in accordance with contract terms. Our financial ser-
vices revenue is recognized over the life of the finance
receivables using the interest method.

Advertising Costs

We expense costs of advertising as incurred. Advertdsing
expense was $2,667, $2,148 and $2,050 in 1996, 1995 and
1994, respectively.

Investmaent Tax Credits

VVe amortize invesument tax credits as a reduction to the
provision for income taxes over the useful lives of the
property that produced the credits.

Earnings Per Share

We use the weighted-average number of shares of common
shares and common share equivalents outstanding during
each period t0 compute earnings per common share,
Common share equivalents are stock options assumed to
be exercised for purposes of this computation.

Stock-Based Compensation

We apply the intrinsic value based method of accounting
for our stock-based compensation plans, and except for

cerain plans, we do not record compensation expense.

Cash Equivalents

We consider all highly liquid investments with original
maturities of generally three months or less to be cash
equivalents,

Property, Plant and Equipment

We state property, plant and equipment at cost, unless
impaired, and determine depreciation based upon the
assecs’ estimated useful lives using either the group or unit
method.The group method is used for most depreciable
assets. When we sell or retire assets that were depreciated
using the group method, we deduct the cost from property,
plant and equipment and accumulated depreciation. The
unit method is used primarily for large computer systems
and undersea submarine cables. When we sell assets that
were depreciated using the unit method, we include the
gains or losses in operating results.

We use accelerated depreciation methods primarily for
digital equipment used in the telecommunications network,
except for switching equipment placed in service before
1989 and ceruain high technology computer processing
equipment All other plant and equipment is depreciated
on a straight-line basis.

. Long-lived assets are reviewed for impairment whenever
events or changes in circumstances indicate that the carrying
amount may not be recoverable. If the sum of the expected
future undiscounted cash flows is less than the carrying
amount of the asset, a loss is recognized for the difference
between the fair value and carrying value of the asset

LicensingCosts

Licensing costs are costs incurred to develop or acquire
cellular, personal communications services (PCS) and mes-
saging licenses. Generally, amortization begins with the
commencement of service to customers and is computed
using the straight-line method over a period of 40 years.

Goodwill

Goodwill is the excess of the purchase price over the

fair value of net assers acquired in business combinations
accounted for as purchases. VWe amortize goodwill on a
straight-line basis over the periods benefited ranging from
5 to 40 years. Goodwill is reviewed for impairment annuai-
ly or whenever events or changes in circumstances indicate
that the carrying amount may not be recoverable. If the
sum of the expected future undiscounted cash flows is less
than the carrying amount. a loss is recognized for the differ-
ence between the fair vaiue and carrying value of the asset.

Derivative Financial Instruments

We use various financial instruments, including derivative
financial instruments, for purposes other than trading. We
do not use derivative financial inscruments for speculative
purposes. Derivatives, used as part of our risk management
strategy. must be designated at inception as a hedge ind
measured for effectiveness both at inception ang =~ 2n

4
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ongoing basis. Gains and !osses that do not qualify as
nedges are recognized in Other income — net

Use of Estimates

The preparation of financial statements in conformity with
generally accepted accounting principles requires manage-
ment to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the financial
statements, and revenues and expenses during the period

_reported. Actual results could differ from those estimates.
Estimates are used when accounting for certain items such
as long-term contracts, allowance for doubtful accounts,
depreciation and amortization, employee benefit plans,
taxes, restructuring reserves and contingencies.

Reclassifications

We reclassified certain amounts for previous years to
conform with the 1996 presentation.

2, Discontinued Operations

On September 20, 1995, AT&T announced a plan, subject
to certain conditions, to separate into three independent,
publicly held, global companies: communications services
(AT&T), communications systems and technologies (Lucent
Technologies Inc.,“Lucent”) and transaction-int-..isive com-
puting (NCR Corporation,“NCR"). In April 1996 Lucent
sold 112 million shares of common stock in an initial
public offering (IPO), representing 17.6% of the Lucent
common stock outstanding. Because of AT&T's plan to spin
off its remaining 82.4% interest in Lucent, the sale of the
Lucent stock was recorded as an equity transaction, result-
ing in an increase in AT&T's additional paid-in capital at the
- time of the IPQ. In addition, in connection with the restruc-
turing, Lucent assumed $3.7 billion of AT&T debt in 1996.
On September 30, 1996, AT&T distributed to AT&T share-
owners of record as of September 17, 996, the remaining
Lucent common stock held by AT&T. The shares were
distributed on the basis of .324084 of a share of Lucent for
each AT&T share outstanding.

Also announced as part of the separation plan was
AT&T's intent to pursue the sale of its remaining approxi-
mate 86% interest in AT&T Capital Corporation (AT&T
Capital). On October I, 1996, AT&T sold its remaining inter-
estin AT&T Capial for approximately $1.8 billion, resulting
in a gain of $162, or $.10 per share, after taxes.

On December 31, 1996, AT&T also distributed all of
the outstanding common stock of NCR to AT&T share.
owners of record as of December 13, 1996.The shares
were distributed on the basis of .0625 of a share of NCR
for each AT&T share outstanding on the record date. As a
result of the Lucent and NCR distributions, AT&T's share-
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owners' equity was reduced by $2.2 billicn. The distribu-
tions of the Lucent and NCR common stock to AT&T
shareowners were noncash transactions which did not
affect AT&T's results of operations. The distribution of
NCR stock completed AT&T's strategic restructuring plan
as announced on September 20, 1995.

The consolidated financial statements of AT&T have
been restated to reflect the dispositions of Lucent, NCR
and AT&T Capital and the planned dispositions of other
businesses as discontinued operations. Accordingly, the rev-
enues, costs and expenses, assets and liabilities, and cash
flows of Lucent, NCR, AT&T Capital and other businesses
have been excluded from the respective captions in the
Consolidated Statements of Income, Consolidated Balance
Sheets and Consolidated Statements of Cash Fiows, and
have been reported through the dates of disposition as
“Income (loss) from discontinued operations,” net of
applicable income taxes; as “Net assets of discontinued
operations’; and as "Net cash used in discontinued opera-
tions™ for all periods presented.

Summarized financial information for the discontinued
operations is as follows:

1996 1995 1994

Revenues $22,341 3289545 $27.318
Income (loss) before

income taxes (236) (4.320) 278
Net income (loss) 138 (3.066) 17
Current assets §54 17.415
Toual assets 862 34,181
Current liabilities 230 14,787
Total liabilicies 336 26,755
Net assets of discontinued

operations $ 526 § 742

The income (loss) before income taxes includes allocat-
ed interest expense of $45,$134 and $198 in 1996, 1995
and 1994, respectively. Interest expense was allocated to
discontinued operations based on a ratio of net assets of
discontinued operations to total AT&T consolidated assets.

3.Changes in Accounting Principles

In 1997 we will adopt Statement of Financial Accounting
Standards (SFAS) Ne. {25,"Accounting for Transfers and
Servicing of Financial Assets and Extinguishments of
Liabilities.” Among other provisions, this standard requires
that in connection with the transfer of financial assets, liabili-
ties incurred should be measured at fair value and recained
interests should be recorded as a portion of the original
carrying amount of the transferred financial assets. The
adoption of this standard will not have a material impact on
our results of operations, financial position or cash flows.
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4. Supplementary Financial Information

Suppiementary Income Statement Informartion

Yeans enDeD Decemsen 31 1996 1995 1994
Included in depreciation

and amortization
Amortization of licensing casts $ 170 $ 133 § 11§
Amortization of goodwill 52 74 38

Included in seiling, general
and administrative
Research and development

expenses $ 640 5 563 § 463
Financial services expenses
Interest expense $ 392 $ 638 $ 453
Provision for losses 504 663 539
Other costs 410 450 381
Selling, general and administrative 299 216 269
Total $1,605 $1.967 $1.622
Otherincome - net
Interest income $ 18 $ 318 § 30
Minority interests in earnings

of subsidiaries (15) (7 (22)
Net equity earnings from

investments 67 103 104
Officers' life insurance 74 73 34
Sale/exchange of cellular

investments 158 64 n”
Miscellaneous ~ net 88 19 (69)
Toul other income ~ net $ 390 § 280 s 89
Deducted from interest expense
Capiaalized interest $ 193 s 107 s 239

Supplementary Balancé Sheetinformation

AT Decemser 31 1996 1995
Property, plant and equipment
Machinery, electronic and

other equipment $32,858 $27.320
Buildings and improvements 6,288 5973
Land and improvements 376 41|
Total property, plant and equipment 39,522 33,704
Accumulated depreciation (19,728) (17.621)
Property. plant and equipment — net $19,794  si6.083
Other assets . '
Unamortized goodwill $ 1,325 5 1345
Oeferred charges 491 596
Other 516 594
Total other assets $ 2,332 § 2538

Supplementary Cash Flow Information

Yeans ENDED Decemeer 31 1996 1995 1994
Interest payments net of

amounts capitalized S 765  $1.049 $ 873
Income tax payments 2,121 2.154 2.136

On September 30, 1996 AT&T distributed o AT&T snare-
owners all of the remaining 82.4% of Lucent common
stock held by AT&T, resulting in a noncash distribution of
$2.7 billion. Also, on December 31, 1996 AT&T distributed
all of the outstanding stock of NCR to AT&T shareowners.
resulting in a noncash distribution of $2.1 billion.

In 1995 we acquired the remaining 48% of LIN Broad-
casting Corporation (UIN) for approximately $3.3 billion.
The purchase price was allocated to the fair value of as-
sets acquired of $4.0 billion and the fair value of liabilities
assumed of $.7 billion.

5. Business Restructuring and Other Charges

In che fourth quarter of 1995 we recorded a pretax charge
of $3.029 to cover restructuring costs of $2.307 and asset
impairments and other charges of $722 This charge includ-
ed plans to exit cerain proprietary network and messaging
services; restructure CUstomer service organizations; con-
solidate call servicing centers; exit certain satellite services:
rearganize corporate support functions such as informa-
tion systems, human resources and financial operations: and
restructure certain international operations.

As part of our plan to sell certain businesses and to
restructure our operations, resgucturing liabilices of $1.718
were recorded for employee separation costs, costs associ-
ated with earty termination’of building leases and other
items. In addition, asset impairments of $567 (which direct-
ly reduced the carrying value of the refated asset balances)
and $22 of benefit plan losses were recorded. Benefit plan
losses relate to our pension and other employee benefit
plans and primarily represent losses in the current year for
actuarial changes that otherwise might have been amor-
tized over future periods.

The 1995 restructure charge of $2,307 included separa-
tion costs for nearly 17,000 employees, which included
approximately 12,000 management and 5,000 occupational
employees. As of December 31, 1996, approximately 5.000
management employees and 1,000 occupational employees
have been separated. Of the 5,000 management separations,
approximately 3,000 accepted voluntary severance packages.

During 1996 we completed the restructuring of our pro-
prietary network and messaging services business. closed
several call servicing centers, sold certain international oper-
ations and reorganized certain corporate support functions.
The implementation of certain restructuring activities are
occurring at a slower pace than planned. There have been
delays in exiting cerain businesses and reorganizing
corporate support functions, in part, to ensure customer
satisfaction during this transition period. We expect the
majority of our plans to be completed during 1997 How-
ever, certain severance and facility costs have payment
terms extending beyond |1997. We believe that the balance
is adequate to complete these plans.

TA
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The following table displays a rollforward of the liabili-
ties for business restructuring from December 31,1994 to

December 31, 1996:

Cic. )t 1995 Dez. 1.

1994 AMOUNTS 1995

Tesg o5 COST BALANCE ADOmONS Unwuzep Baiance
Employee separations  § 76 $ 934 $ (79 § 9
Facility closings 512 497 (248) 761
Other i 287 8 406
Total $ 699 $1,718  $(319) $2.098
Dec. 1, 1996 Dec. 3,

199S AMOUNTS 196

Tvee of CosT Bawance Apomons  UTuzZid BaLancE
Employee separations  § 931 —  $(328) 5 606
Facility closings 761 — (233) 528
Other 406 — (152 254
Total $2,098 — $(710) s1388

UTHZATION RIMARILY AEMESINTS CASH SAYMENTS AND OTHER NONCASH UTIIZATION OF
AESTAUCTURING AESERVES. | 996 NONCASH UTILIZATION iNCLUDES $112 OF NET TRANSHERS

0 LuCENT anp NCR.

The December 31, 1994 business restructuring bal-
ance included reserves primarily for real estate and
reengineering operator services. As of December 31,
1996, $319 of the $699 December 31, 1994 balance
remained. This balance is primarily related to -xcess
space in various leased facilities and is expected to be
fully utilized over the remaining terms of the leases.

The balance is adequate to complete these plans.

The 1995 charge of $722 for asset impairments and
other charges included $668 for writing down certain
impaired assets, including the write-down in the value of
some unnecessary network facilities, the write-down of non-
strategic wireless assets and the reduction.in value of some
investments. There were no assets to be disposed of or
sold included in these write-downs. The charge also includ-
ed $54 of other items, none of which individually exceed

1% of the total charge.

The toral pretax charge of $3,029 for 1995 was record-
ed as $844 in network and other communications services;
$934 in depreciation and amortization; $1,245 in selling,
general and administrative; and $6 in financial services
expenses. If viewed by type of cost, the combined charges
reflect $956 for empioyee separations and other related
items: $1.235 for asset write-downs: $497 for closing, selling
and consolidating facilities; and $341 for other items. The
toual charge reduced income from continuing operations

by $2.036, or $1.28 per share.

In addition, charges of $1.172 (net of taxes) in the third
quarter of 1995 and $2,145 (net of taxes) in the fourth
- quarter of 1995 are reflected in the loss from discon-
tinued operations. These charges reduced income from
discontinued operations by a total of $3.317, or $2.08 per

share in 1995,
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4. Income Taxes

The following table shows the principal reasons for the
difference between the effective income tax rate and the
United States federal statutory income tax rate:

YeARS ENDED DECEMBER 31 1996 1995 1994
U.S. federal saatutory income

tax race Is% I5% 35%
Federal income tax at

saatutory rate $3,103 $1.839 $2.534
Amortization of investment

tax credits ) (35) (32
Scate and local income taxes.,

net of federal income tax effect 272 186 270
Amortization of intangibles 13 62 3
Foreign rate differential 131 hH 14
Taxes on repatriated and

accumulated foreign income,

net of tax credits 19 17 I
Legal entity restructuring (195) - -
Research credits (13) (24) (12)
Other differences — net (st) 16 69
Provision for income taxes $3.258 $2.050 $2.847
Effective income tax rate 36.7% 39.0% 39.3%

The U.S. and foreign components of income before
income taxes and the provision for income taxes are pre-

sented in this table:

Years ENDED Decemeer 31 1996 1995 1994

Income beforeincome taxes

United States $9.069 $5.742 $7.367

Foreign (203) (487) (127)

Total - $8,866 $5.255 $7.240

Provision for income taxes

Current

Federal $2,289 52029 SLi44

State and local 197 398 309

Foreign 28 [ (12)
$2,711 $2.425 $2.44)

Deferred

Federal $ 534 $(232) § 338

State and local 2] (109) 107

Foreign Rl i -
$ 568 §(340) S 445

Deferred investment tax

credits (1) (R3] i ﬁ)
Provision for income taxes $3,258  $2050  $2.847

Deferred income tax liabilities are taxes we expect 0
pay in future periods. Similarly, deferred income tax issetws
are recorded for expected reductions in taxes payiz.e

in future periods. Deferred income taxes arise ==--

differences in the book and tax bases of certain

and liabilives.
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Deferred income tax liabilities and assets consist of the
following:

At Decemeer 3| 1996 1995
Long-term deferred income tax liabilities
Property, plant and equipment $5.302 $5.042
Investments 96 125
Other 1,403 2069

Immediately following the spin-off of Lucent on
September 30, 1996. Lucent established separate defined
benefit plans, and a share of the pensinn obligations and
pension assets held in trust were transferred from AT&T
to Lucent based on methods and assumptions that were
agreed to by both companies. The asset and pension obliga-
tion amounts that were transferred to Lucent are subject
to final adjustment The final amounts to be transferred

Total long-term deferred income ux liabiliies $6,801 $7.236  to Lucent are not expected to be materially differenc from
Long-term deferred income tax assets the estimated amounts. ) ) .
Business restructuring $ 195 0§ 447 We compute pension cost using the projected unit
Net operating loss/credit carryforwards 220 181  credit method and assumed a long-term rate of return on
Employee pensions and other benefits ~ nec 1,300 623 plan assets of 9.0% in 1996, 1995 and 1994.
Reserves and allowances 121 141 Pension cost includes the following components:
Valuation allowance (164) (128)
Other 302 526  Years enoeo Decemeer 31 1996 1995 1994
Total long-term deferred income tax assets  $1,974  $1,790  Service cost — benefits earned
- during the period $ 299 s 203 § 239
Net long-term deferred income Incerest cost on projected
ux liabilicies $4.827 33446 T enefic obligation 863 748 701
Current deferred income tax liabilities Amortization of unrecognized
Total current deferred income prior service costs 99 90 73
tax liabilities* $ 130 $ 104 Credit for expected return on
plan assets* (1,195)  (1.043) (1.015)
Current deferred income tax assets Amortization of transition assec  (183)  (193)  (193)
Business restructuring .$ 250§ 14l Charges for special pension options _ 58 —
Net operating loss/credit carryforwards 3 61 - -
Employee pensions and other benefits J15 1186  Net pension credit S (117§ (13§ (195)
Reserves and allowances 734 768 "The ACTUAL RETURN ON MLAN ASSETS wias S2.981 1y 1996, $1.044 w0 1995 ano $156
Valuation allowance ) (n "™
Other 20 38 The net pension credit in {995 includes a one-time
Total current deferred income tax assets $1,530 $2.541 charge of $58 for early retirement options and curtailments.
Net current deferred income tax assets $1,400  $2.437 This eable shows the funded stacus of the defined bene-

*1996 NQLUDE $13 OF FORBGN DEARED INCOME TAXES AICOADED N OTHER CLAAINT
UABRITIES, *

At December 31, 1996 we had net operating loss
carryforwards (tax effected) for federal and state income
@ax purpases of $15 and $57, respectively, expiring through
2010. We also had foreign net operating loss carryforwards
(rax effected) of $103, of which $96 has no expiration date,
with the balance expiring by the year 2000. We also had
federal tax credit carryforwards of $47 which are not sub-
ject to expiration. We recorded a valuation allowance to
reflect the estimated amount of deferred tax assets which,
more likely than not, will not be realized.

1. Employee Benefit Plans

Pension Plans

We sponsor noncontributory defined benefit plans cover-

- ing the majority of our employees. Benefits for manage-
ment employees are principally based on career-average
pay. Benefits for occupational employees are not directy
related to pay. Pension contributions are principally deter-
mined using the aggregate cost method and are primarily
made to trust funds held for the sole benefit of plan
participants.

fic plans:
At Decemeer 31 1996 1995
Actuarial present value of accumulated

benefit obligation, including vested

benefits of $10,083 and $9.874 $11,520 $10.959
Plan assets at fair vaiue $17,680  $15.294
Less: Actuarial present value

of projected benefit obligation 12,380 11.572
Excess of assets over projected

benefit cbligation 5,300 3.722
Unrecognized prior service costs 766 804
Unrecognized transition asset (889)  (1.136)
Unrecognized net gain (3.303)  (1.620)
Net minimum liability of

nongqualified plans (shH (49)
Prepaid pension costs s 1,823 s I1.72

We used these rates and assumptions to calculate the
projected benefit obligation:

Ar Decemsen 31 1996 1995
Weighted-average discount rate 7.5% 7.0%
Rate of increase in future )
compensation levels S0 50%
The prepaid pension costs shown above are -z .* den.

sion liabilities for plans where accumulated plar == s

38
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exceed assets. Such liabilities are included in other liabilities
in the Consolidated Balance Sheets.

We are amortizing over approximately 5.9 years the
unrecognized transition asset related to our 1986 adoption
of SFAS No. 87,“Employers’ Accounting for Pensions.”

We amortize prior service costs primarily on a straight-
line basis over the average remaining service period of
active employees. Our plan assets consist primarily of listed
stocks (including $56 and $61 of AT&T common stock at
December 31, 1996 and 1995, respectively), corporate and
governmenza! debt. real estate investments and cash and
cash equivalents.

Savings Plans

We sponsor savings plans for the majority of our employ-
ees. The plans allow employees to contribute a portion of
their pretax and/or after-tax income in accordance with
specified guidelines. We match a percentage of the employ-
ee contributions up to certain limits. Our contributions
amounted to $180 in 1996.$159 in 1995 and $134 in 1994

8. Postretirement Benefits
Our benefit plans for retirees include health care benefits,
life insurance coverage and telephone concessions.

Immediately following the spin-off of Lucent on Septem-
ber’ 30, (996, Lucent established separate postretirement
benefit plans, and 2 share of the postretiremer-_ benefic
obligations and postretirement benefit assets held in trust
were transferred from AT&T to Lucent based on methods
and assumptions that were agreed to by both companies.
The assets and postretirement benefit obligations that
were transferred to Lucent are subject to final adjustment.
The final amounts to be transferred to Lucent are not
expected to be materially different from the estimated
amounts.

This table shows the components of the net postretire-
ment benefit cost

Years ENOED Decemeer 31 1996 1995 1994
Service cost — benefits earned

during the period $ 54 $ 41 $ 45
Interest cost on accumulated

postretirement benefit obligation 243 258 245
Expected return on plan assets® 99) (78) (64)
Amortization of unrecognized

prior service costs 39 23 4
Amortization of net loss (gain) 2 (5) 1
Charge for special options | 2 -
Net postretirement benefit cost $260 $241 $231

“Thk ACTUAL RETURN ON PLAN ASSETS was $313 we 1996, $256 w0 1995 an0 $(11) wv 1994,

We had approximately 37,900, 34,500 and 34,000
retirees as of December 31, 1996, 1995 and 1994,
respectively.

Our plan assets consist primarily of listed stocks,
corporate and governmental debt. cash and cash equiva-
lents and life insurance contracts. The following wble shows
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the funded status of our postretirement benefit plans rec-
onciled with the amounts recognized in the Consolidated
Balance Sheets:

At Decemser 31 1996 1995
Accumulated postretirement
benefit obligation:
Retirees $2,244 $2.138
Fully eligible active plan participants 453 432
Other active plan participants 1,042 1,195
Toual accumulated postretirement
benefic obligation 3,739 3.765
Plan assets ac fair value 1,566 1,241
Unfunded postretirement obligation 2,173 2524
Less:
Unrecognized prior service costs 206 263
Unrecognized net gain (510) {54)
Accrued postretirement benefit obligation $2,477 $2.31S

We made these assumptions in valuing our postretire-
ment benefit obligation at December 31:

1996 1995
Weighted-average discount rate 7.5% 7.0%
Expected long-term rate of return
on plan assets 9.0% 9.0%
Assumed rate of increase in the per capiaa
cost of covered health care benefits §.6% 6.1%

We assumed that the growth in the per capita cost of
covered health care benefits (the health care cost trend
rate) would gradually decline after 1996 to 4.7% by the
year 2006 and then remain level. This assumption gready
affects the amounts reported. To illustrate, increasing the
assumed trend rate by 1% in each year would raise
our accumulated postretirement benefit obligation at
December 31, 1996 by $166 and our 1996 postretirement
benefit costs by $19.

9. Stock-Based Compensation Plans

Under the 1987 Long-Term Incentive Program, we grant
stock options, performance shares, restricted stock and
other awards. On January | of each year, 0.6% of the out-
standing shares of our common stock become available for
grant The exercise price of any stock option is equal to or
greater than the stock price when the option is granted.
Generally, the options vest over three years and are exer-
cisable up to ten years from the date of grant. Performance
share units are awarded to key employees in the form of
either common stock or cash at the end of a three year
period based on AT&T's return-to-equity performance
compared with a rarget

Under the AT&T 1996 Employee Stock Purchase Plan
(Plan) which was effective July [, {996, we are authorized to
issue up to 50 million shares of common stock to our eligi-
ble employees. Under the terms of the Plan, employees
may have up to 0% of their earnings withheld to purchase
AT&T's common stock The purchase price of the stock on
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the date of exercise is 85% of the average high and low
sale prices of shares on the New York Stock Exchange for
that day. Under the Plan, we sold approximately 3 million
shares to employees during 1996.

We apply Accounting Principles Board Opinion No. 25.
“Accounting for Stock Issued to Employees.” and related
Interpretations in accounting for our plans. Accordingly, no
compensation expense has been recognized for our stock-
based compensation plans other than for our performance-
based and restricted stock awards, SARs, and prior to july |,
1996 for the stock purchase plan for former McCaw
Cellular Communications, Inc. employees. Compensation
costs charged against income were $41 in 1996.

A summary of option transactions is shown below:

WEIGHTED-
AVERAGE
EXERCISE
SHARES IN THOUSANDS 1996 Price 1995 1994
Outsanding at January | 47,689  $43.21 40,285 38,012
Lucent and NCR
spin-off
adjusuments 22,678 -_— - -
Options granted 9,132 $45.53 13.276 5.803
Oprtions and SARs
exercised (10,708) sI9.16 (8.181) (2.498)
Average exercise .
price . $29.39 $25.04
Options assumed in
purchase of LIN - — it —
Options canceled or
forfeited:
Lucent and NCR
spin-offs (16,179) $37.25 —_ -
Other employee
plans (5,702) $37.12 (1.073) (1.032)
. At December 31: .

* Options outstanding 46,910 $33.89 47,689 40.285
Average exercise price $43.21 $36.6!
Options exercisable 28,034 $28.81 28775 28,010
Shares available for

grant 19,693 - 17524 22015

Effective on the dates of spin-off of Lucent and NCR,
ATA&T stock options held by Lucent and NCR employees
were canceled. For the holders of unexercised AT&T stock
options. the number of options was adjusted and all exer-
cise prices were decreased immediately following each spin-
off date to preserve the economic values of the options
that existed prior to those dates.

During 1996, 73,145 SARs were exercised and no
SARs were granted. The number of outstanding SARs was
adjusted by 131.088 in connection with the Lucent and
NCR spin-offs. At December 31, 1996, 743,840 SARs
remained unexercised. all of which were exercisabie.

AT&T has adopred the disclosure-only provisions of
SFAS No. 123, “Accounting for Stock-Based Compensation.”
If AT&T had elected to recognize compensation costs based
on the fair value at the date of grant for awards in 1996
and 1995. consistent with the provisions of SFAS No. 123,
AT&T's net income and earnings per common share would

have been reduced to the following pro forma amourts:

Years enoED DECEMSER 31 1998 1533
Income from continuing operations $5,537 S92
Income (loss) from
discontinued operations 11 {3.072}
Net income ss.8l0 § 120
Earnings per common share
Continuing operations $ 3.43 $ 2.00
Discontinued operations 07 (1.92)
Net income $ 1.60 $ 08

Without the effect of pro forma costs related to the
conversion of optdons in the Lucent and NCR spin-offs, pro
forma income from continuing operations was $5.567 or
$3.44 per share in 1996.

The pro forma effect on net income for 1996 and 1995
may not be represencative of the pro forma effect on net
income of future years because the SFAS No. 123 method
of accounting for pro forma compensation expense has not
been applied to options granted prior to January 1, 1995,

The weighted-average fair values at date of grant for
options granted during 1996 and 1995 were $13.12 and
$14.02, respectively,and were estimated using the Black-
Scholes option-pricing model. The following assumptions
were applied for periods before the Lucent spin-off and
subsequent to the Lucent spin-off, respectively:

(i) expected dividend yields of 2.4% and 2.8%, (i) expected
volatility rates of 19.0% and 21.0%, and (jii) expected lives of
5.0 years and 4.5 years. The risk-free interest rates applied
for 1996 and 1995 were 6.1 |% and 6.44%, respectively.

The following table summarizes information about
stock options outstanding at December 31, 1996:

Ornons OUTSTANDING OPTIONS EXERCISABLE

Weighted-
Avennge  Weighted-  Number  Weighted-

Number
Range of Ouounding ac  Remaining  Average Exercisable ¢ Average
Exercise Dec. 31,1996 Contractial Exercise Dec.J1. 1996 Exercise
Prices (in thousands) Life Price  (in thousands) Price
$ LIl-$1576 1619 245 $1190 1619 $11.90
1583 - 27.12 12,666 4.03 23.26 12,647  23.26
27.16 - 3495 8991 6.89 34.16 5036 3359
15.20 - 36.96 10.106 6.81 35.96 7.157 3608
$37.02 - $47.37 13,528 8.53 44.74 1575 4238
46910 642 81389 28034 2881
10. Debt Obligations
Debt Maturing Within One Year
AT Decemser 31 1996 1995
Commercial paper $1,950 $10917
Long-term debentures and notes 463 1193
Other 47 66
Total debt maturing within one year $2,460 S12.176
Weighted-average interest rate
of short-term debt 5.5% 5.7%
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A consortium of lenders provides revolving credit
facilities of $6.0 billion to AT&T. These credit facilities
are intended for general corporate purposes, which
include support for AT&T's commercial paper. and were
unused at December 31, 1996.

Long-term Obligations
AT Decemeer 31 1996 1995

INTEREST RATES (a) MATURITIES

Debentures

4%% o 4/.% 1998-1999 $ So00 $ 750
5% to 6% 2000-2001 500 500
8'4% to 8'4% 1997-2031 1,996 1.999
Notes

4% o 7% 1997-2025 4,341 5.380
7% to 8"/e% 1997 -2025 786 838
9% to 13% 1997 - 2004 60 101
Viriable rate 1997 -2054 (s 120
Total debentures and notes 8,296 9.688
Other 12 122
Less: Unamortized discount - net 64 75
Toul long-term obligations 8,146 9.735
Less: Amounts maturing within one year 463 1,193
Net long-term obligations $7,883 $8.542

" {2) INOTE THAT THE ACTUAL SNTEREST M0 ON OUR OEBT OBUGATIONS MAY MAVE DFFERED FROM

TiE STATED AMOUNT DUE TO OUR ENTERING INTD INTERIST RATE SV 3¢ CONTRACTS TO MaN-
AGE OUR DXAORME TO INTEREST RATE RISK ANO OUR STRATEGY T0 SeOUCE WANCE COSTS

This table shows the matuyrities, at December 31, 1996,
of the $8,346 in total long-term obligations:

1997 1998 1999 2000 2001  LATER YEARS
$463 $892 $1.065 $670 $652 $4.604

{1. Financial Instruments

In the normal course of business we use various financial
instruments, including derivative financial inscruments, for
purposes other than trading. We do not use derivative
financial inscruments for speculative purposes. These instru-
ments include commitments to extend credit, letters of
credit, guarantees of debg, interest rate swap agreements
and foreign currency exchange contracts. Interest rate
swap agreements and foreign currency exchange contracts
are used to mitigate interest rate and foreign currency
exposures. Collateral is generally not required for these
types of instruments.

By their nature all such instruments involve risk. includ-
ing the credit risk of nonperformance by counterparties,
and our maximum potential loss may exceed the amount
recognized in our balance sheet However, at December 31,
1996 and 1995, in management’s opinion there was no sig-
nificant risk of loss in the event of nonperformance of the
counterparties to these financial instruments. Ve control
our exposure to credit risk through credit approvals, credit

al

limits and monitoring procedures and we believe that our
reserves for losses are adequate. We do not have any sig-
nificant exposure to any individual customer or counter-
party, nor do we have any major concentration of credit
risk related to any financial instruments.

Commitments to Extend Credit

We participate in the general-purpose credit card business
through AT&T Universal Card Services Corp..a wholly
owned subsidiary. Ve purchase essentially all cardhoider
receivables under an agreement with the Universal Bank,
which issues the cards. The unused portion of available
credit was $69.041 at December 31, 1996 and $72,179 at
December 31, 1995.This represents the receivables we
would need to purchase if all Universal Card accounts
were used up to their full credit limits. The potential risk of
loss associated with, and the estimated fair value of, the
unused credit lines are not considered to be significant

Letters of Credit

Letters of credit are purchased guarantees that ensure our
performance or payment to third parties in accordance
with specified terms and conditions and do not create any
additional risk to AT&T.

Guarantees of Debt -

From time to time we guarantee the debt of our subsidiaries
and certain unconsolidated joint ventures. Additionally, in
connection with restructurings of AT&T, we issued guaran-
tees for cermin debt obligations of AT&T Capital and
NCR. At December 31, 1996, the amount of guaranteed
debrt associated with AT&T Capital and NCR was $230.

Interest Rate Swap Agreements

We enter into interest rate swaps to manage our exposure
to changes in interest rates and to lower our overall costs
of financing. VVe enter into swap agreements to manage the
fixed/floating mix of our debt portfolio in order to reduce
aggregate risk to interest rate movements. incerest rate
swaps also allow us to raise funds at floating rates and
effectively swap them into fixed rates that are lower than
those available to us if fixed-rate borrowings were made
directly. These agreements invoive the exchange of floating-
rate for fixed-rate payments or fixed-rate for floating-rate
payments without the exchange of the underlying principal
amount Fixed interest rate payments ac December 31,
1996 are at rates ranging from 4.68% to 7.75%. Floating-
rate payments are based on rates tied to prime, LIBOR or
US.Treasury bills. Interest rate differentials paid or received
under these swap contracts are recognized over the life of
the contracts as adjustments to the effective yield of the
underlying debt. If we terminate a swap agreement, the gain
or loss is recorded as an adjustment to the basis of the
underlying asset or liability and amortized over the
remaining life.



{550

The following zable indicates the types of swaps in
use at December 31, 1996 and 1995 and their weighted-
average interest rates. Average variable rates are those in
effect at the reporting date and may change significantly
over the lives of the contracts.

1996 1995

Fixed to variable swaps - notional amount  $1,342 $1.417
Average receive rate 6.67% 6.57%
Average pay rate S.45% 5.62%
Variable to fixed swaps — notional amount  § 351 $ 894
Average receive rate $.71% 5.64%
Average pay rate S.71% 6.05%

The weighted average remaining terms of the swap
contracts are 4 years for 1996 and 8 years for 1995.

Foreign Exchange

We enter into foreign currency exchange contracts, includ-
ing forward and option contracts, to manage our exposure
to changes in currency exchange rates, principally French
francs, Deutsche marks, pounds sterling and japanese yen.
The use of these derivative financial instruments allows us
to reduce our exposure to the risk of adverse changes in
exchange rates on the eventual reimbursement to foreign
telephone companies for their portion of the revenues
billed by AT&T for calls placed in tie US. to a foreign coun-
try. These transactions are generally expected * : occur in
less than one year. Gains or losses on foreign exchange
contracts that are designated for forecasted and other
foreign currency transactions are recognized in other
income as the exchange rates change.

Fair Values of Financial Instruments Including

Derivative Financial Instruments

The following table summarizes the notional amounts

of material financial inseruments. The notional amounts
represent agreed upon amounts on which calculations of
dollars to be exchanged are based.They do not represent
amounts exchanged by the parties and, therefore, are not
a measure of our exposure. Our exposure is limited to
the fair value of the contracts with a positive fair value
plus interest receivable, if any, at the reporting date.

1996 1998
Contract/ Contract/
Notional Notional
Amount Amount
Derivatives and
off balance sheet
instruments
Interest rate swap agreements $1,693 $2.311
_ foreign exchange:
Forward contracts 646 4914
Option contracts &5 8
Letters of credit 264 260
Guarantees of debt 328 12

The tables below show the valuation methods and the
carrying amounts and estimated fair values of material
financial instruments.

VALUATION METHOD
Carrying amounts. These accrue
interest at a prime-based rate

Market quotes or based on rates
available to us for debt with
similar terms and maturiues

Fees paid to obtain the
obligations

Not practicable. There are no
quoted market prices for
similar agreements available

Interest rate swap agreements Market quotes obuined

from dealers

Market quotes

FINANCIAL INSTRUMENT

Universal Card finance
receivables

Debt excluding capital leases

Letters of credit

Guarantees of debt

Foreign exchange contracts

For finance receivables other than leases, the carrying
amount equals the fair value. These amounts were $6.688
and $10,263 for 1996 and 1995, respectively. For debt
excluding capital leases, the carrying amounts and fair values
were $10,330 and $10.620, respectively, for 1996; and
$20.698 and $21,225, respectively, for 1995.

1996
Carrying Fair
Amount Value
Asset Liability Asset Liability
Derivatives and
off balance sheet
instruments
Interest rate swap $5 $9 $47 $3
agreements
Foreign exchange
forward contracts 6 (5 7 35
1995
Carrying Fair
Amount Value
Asset  Liability  Asser  Liability
Derivatives and
off balance sheet
instruments
Interest rate swap $8 $6 $63 $45
agreements
Foreign exchange
forward contracts 6 28 10 20
Securitization of Receivables

For the years ended December 31, 1996 and 1995. we
securitized portions of our short-term finance recervable
pordolios a2mountng to $3,000 and $3.500, with proceeds
received of $3.000 and $3.492, respectively. We conunue to
service these accounts for the purchasers. At Decerrber 31,
1996 and 1995, $6.500 and $3.500, respectively. of s - «-
ables previously securitized remained outstancirg
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[2. Segment Information

Industry Segments

AT&T operates in two industry segments, the telecommu-
nications industry and the financial services industry. Our
communications services (which is part of the telecommu-
nications industry) consist of a wide range of services to
residential and business customers, including domestic and
international wireline long distance voice, dara and video
services, wireless services, network management, business
consulting, outsourcing, electronic commerce solutions and
internet access service. Additionally, we are embarking on a
strategy to expand our services to local service. Financial
services is primarily our AT&T Universal Card credit

card business. Revenues between industry segments are
not material.

1996 1995 1994
Revenues
Communications services $50,515 $48403 $45938
Financial services 1,669 2,261 1.838
Total revenues $52,184 §50.664 $47.776
Operating income (loss)
Communications services $ 9,198 $ 5834 $ 7860
Financial services 78 300 218
‘Corporate and nonoperating (410)  (879) {839)
Income from continuing operations
before income taxes $ 8,866 $ 5255 § 7.240
Assets
Communications services $46,092 $42440 $34443
Financial services 8,462 12,049 13.737
Corporate assets 719 S89 476
Eliminations (257) (109) (78)
Total assets - continuing
operations 55,026 $4.969 48,578
Net assets of discontinued
operations 526 7.426 8.870
Total assers $55,552 3562.395 $57.448
Depreciation and
amortization ’
Communications services $ 2,740 $ 13520 § 2394
Financial services 12 7 18
Gross capital expenditures
Communications services $ 6776 $ 4522 ' 3361
Financial services 9 —_— 9
Total liabilities
Financia! services $ 7,534 310842 $12.670

Concentrations

As of December 31, 1996 we are not aware of any signifi-
cant concentration of business transacted with a particular
customer, supplier or lender that could. if suddenly elimi-
nated. severely impact our operations. We also do not have
a concentration of available sources of labor, services, or
licenses or other rights that could, if suddenly eliminated.
severely impact our operations.
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13. AT&T Credit Holdings, Inc.

In connection with a March 31. 1993 iegal restruciuring

of AT&T Capital Holdings, Inc. (formerly AT&T Capital
Corporation), we issued a direct. full and unconditional
guarantee of all the outstanding public debt of AT&T
Credit Holdings. Inc. (formerly AT&T Credit Corporation).
At December 31, 1996. $59 of the guaranteed debt
remained outstanding.

AT&T Credit Holdings, Inc. hoids the finance assets of
the former AT&T Credit Corporation and prior to the
sale of AT&T Capital on October [, 1996, held the majority
of AT&T's investment in AT&T Capital. The table below
shows summarized consolidated financial information for
AT&T Credit Holdings, Inc. The summarized financial infor-
mation includes transactions with AT&T that are eliminated
in consolidation.

1996 1995 1994

Total revenues $ 202 $ 190 s s8
Income from continuing

operations 3 26 19
Income from discontinued

operation 200 93 73
Net income $ 211 s 19 $ 92
Finance receivables $1,102  $1.149
Net assets of discontinued

operation — 83§
Total assets 3,078 2,355
Total debt 40 100
Total liabilities 1,891 1.343
Total shareowners' equity $1,184 $1.012

4. Commitments and Contingencies

In the normal course of business we are subject to pro-
ceedings, lawsuits and other claims, including proceedings
under laws and regulations related to environmental and
other marters. Such matters are subject to many unceraain-
ties, and outcomes are not predictable with assurance.
Consequently, we are unable to ascertain the ultimate
aggregate amount of moneuary liability or financial impact
with respect to these matters at December 31, 1996,
These matters could affect the operating results of any one
quarter when resclved in future periods. However, we
believe that after final disposition, any monetary liability or
financial impact to us beyond that provided for at year-end
would not be material to our annual consolidated financial
saatements.

We lease land, buildings and equipment through con-
tracts that expire in various years through 2014. Our
rental expense under operating leases was $72! «n 1996,
$766 in 1995 and $819 in 1994.The following table
shows our future minimum lease payments due under
noncancelable operating leases at December 31 396



